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GRAPH 1 : Real unit labour costs, profit share, capital 
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THE MAIN POINTS IN BRIEF 
This issue contains a note on investment 
developments in the Community, in ad­
dition to the commentary on recent econ­
omic trends. 
• Investment is now the most dynamic 
demand component in the Com­
munity with expected real annual rates 
of growth of more than 7 % in 1988. 
Several factors have contributed to 
the strong acceleration in investment. 
There have been steady improvements 
in supply-side conditions and es-
Eecially profitability of capital has een rising steadily and rapidly from 
its low point in 1981. Demand in re­
cent years has strengthened consider­
ably and is expected to remain buoy­
ant, while the rate of capacity utiliza­
tion is reaching historically high levels. 
Finally, the gradual completion of the 
internal market seems to be having a 
positive effect on investment decisions 
in the business sector. 
• In addition to the current growth dy­
namic of investment, there are further 
improvements in the trend of indus­
trial production and in the rate of 
unemployment. On the other hand, 
there are some indications that in­
flation may have increased slightly. 
The growth of money supply seems 
to have slowed down somewhat while 
there is a slight easing of long-term 
interest rates in the Community. 
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INVESTMENT DEVELOPMENTS IN THE COMMUNITY 
Investment-led growth in the Community in 1988 and 1989. — The sources of economic expansion in the Community have considerably changed over the last few years (see graph 2 and table 1). Up to 1984, growth in the Community was primarily led by exports. From Γ985 onwards, however, growth nas been increasingly generated domestically. In 1986 the boost in dom­estic demand stemmed from strong private consumption brought about by an improvement in the terms of trade as a consequence of tne fall in oil prices and the depreciation of the dollar and was also fuelled by an appreciable decline in the household saving ratio. Since 1987, and particularly in 1988¡ investment has undoubtedly become the most dynamic demand component. Investment in the Community is now rising faster than at any time over the last two decades. In the September­October forecasts of the Commission services, the real increase in investment in 1988 is estimated at 7,1 % for the Community as a whole. Although somewhat less buoyant than in 1988, investment growth is expected to remain strong in 1989 (5,2 %). This upturn in investment has been occurring in virtually all Member States, but is most pronounced in Greece, Spain, Portu­gal and the United Kingdom (table 2). 
Table 2 also shows that the acceleration in investment is taking place both in equipment and construction, with real rates of growth in 1988 of 8,1 % and 6,2% respectively. While the recovery in investment in equipment had already started in 1984, investment in construction remained subdued for a longer period. Stimulated by a sustained pick­up in business investment and probably also by an exceptionally mild winter, investment in construction has accelerated strongly in 1988. The acceleration in investment is taking place almost completely outside the government sector. Public investment has just stabili­zed at a very low level (2,8 % of GDP against 4 % in 1970) and has thus far not contributed to the recent recovery in the share of total investment in Community GDP. 
Contributory factors to the current recovery in private investment. — Given the current acceleration in investment and the need for maintaining and improving the conditions for investment, it is useful to enumerate the main factors contributing to a high private investment propensity. It is increasingly recognized that three major factors have played a primordialrole in the current investment recovery: the improvement in the profitability of capital which has more than compensated for the fact that long­term interest rates adjusted for inflation are higher today than they were in the 1970s (graph 2), buoyant demand inside and outside the Community and business reaction to the gradual completion of the internal market. 
The profitability of capital has been rising steadily since the low point reached in 1981 (see graph 1). Indeed, since then, the rate of return on fixed capital on average in the Community has risen by almost 40 % and has now climbed back to some 80 % of the rates reached during the quasi full­employment period 
TABLE 1 : Demand determinants of GDP growth in 
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1960­73. This was basically due to several years of moderate real wage growth which induced a fall in real unit labour costs of nearly 7 % since 1981. The corollary of this adjustment in real wages is found in a steady and pronounced rise in the profit share. In addition to the rise in the profit share, the improvement in profitability has been assisted by a stepping up, be it slowly of capital productivity. After having followed a downward trend for more than two decades, capital productivity since 1984 has stabilized and even improved slightly, largely due to a strong rise in capacity utilization (table 3). 
In the first years of the economic recovery growth rates of investment were not as high as might have been expected. In 1986, and even in 1987 it was feared, therefore, that steady improvements in the profitability of capital and in supply­side conditions would not be accompanied oy a strong increase in private investment. With the benefit of hindsight, several factors could be put forward to explain the apparent lag in private investment efforts. First, it is widely known that the business sector generally responds only with some delay to restored profitability. In addition, and tnis seems to be a crucial element, the switch m the composition of demand, namely from external to domestic demand, might have created some friction in the economy in 1985 and 1986. In those enterprises which are highly dependent on external demand, investment efforts in 1986 were probably set back pursuant to the sudden drop in export growth, while investment in the other sectors did not react immediately to the acceleration in domestic demand. Indeed, investment in equipment reacted strongly and quickly to improved profita­bility and strong external demand in 1984 and 1985, but despite a significant increase in domestic demand it fell abruptly in 1986, as the growth in exports slowed down markedly for the second consecutive year (see graph 2). Finally, in spite of a strong acceleration in the increase in investment in equipment, investment in the total economy was rather modest prior to 1986­87 because of the weakness of demand in the construction sector, which was due among other factors to high interest rates. 
Demand in recent years has strenghtened and is expected to remain buoyant. This has resulted in a continually increasing rate of capacity utilization, now higher than the previous peak reached in 19/9 (table 3). Notwithstanding the high rates of capacity utilization, the latest business survey results do reveal that on average no capacity constraints are expected in the near future, apparently reflecting further investment efforts at least in the short run. Moreover, the rise in investment in the recent period has expanded production frontiers, largely tending to reduce risks of renewed inflationary pressures in the Com­munity. In some countries, however, developments in labour costs may contribute to a renewal of cost pressures. As such the present situation contrasts sharply with that of 1979, when capacity utilization was high, but profitability of capital was low. Hence investment propensity was very weak and the buoy­ancy of demand, in the absence of the creation of additional capacity, had the effect of curbing exports and triggering in­flation rates. In the current situation, high degrees of capacity utilization are accompanied by a strong improvement in profita­bility of capital which, among other factors, stimulates capacity­increasing investment. Moreover, investment seems now rela­tively more designed to broaden productive capacity pursuant to the shift in relative factor prices, with labour becoming a relatively cheaper factor of production. In such a context of rising productive capacity, demand may grow strongly without exerting inflationary pressures. 
Finally, it appears that rising expectations and anticipations in the business sector in relation to the completion of the internal market are beginning to have a positive influence on private investment. There has, in the course of 1988, emerged some signs of a '1992 effect' in merger and take­over activity in the Community, and there are some tendencies for multinational companies to redirect investment location strategies in favour of the Community. 
The recent developments in investment and its contributory factors are fully in line with the policy guidelines of the Cooper­ative Growth Strategy for more Employment as put forward by the Commission since its Annual Economic Report of 19857 86. Basically, this strategy aims at securing a significant and sustained reduction in unemployment by more employment­creating investment brought about by maintaining a moderate increase in real wages, raising profitability of capital and main­taining demand at an appropriate level. A greater adaptability of all markets is also pursued. Indeed, the steady improvements in growth and investment in the 1980s have, since 1985, been accompanied by increasing annual rates of employment creation in the Community. In 1988, employment is expected to rise at a historically high rate of more than 1 % per annum. Behind the process of a greater employment content of growth other factors have also been contributing, such as reductions in aver­age working time per person employed, especially by the increas­ing importance of part­time work, and the structural shift towards more employment in the service sector. As unemploy­




























































































































































































































































































(3) Gross fixed capital formation: equipment (% change p.a. in real terms) 
2,0 1.3 2,1 0.1 0,5 1.8 5.1 2,5 -0,2 ■0,6 
(4) Gross fixed capital formation: total economy (% of GDP, at current prices) 















































































































































































































































































































































































(*) Economic Forecasts, Sep lem ber- October 1988. 
(a) As regards investment in construction and investment in equipment. EURI 2 excludes Spain and Portugal up to 1986. 
(b) EUR.I2 excluding Greece and Portugal. 
Source: Commission services. 
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82 83 84 85 86 87 88 89 
Change as % of total demand of the previous year. 
2 Nominal long-term interest rate deflated by GDP deflator. 
Sources: Commission services. 
82 83 84 85 86 87 88 89 
ment is only falling slowly, it is necessary to maintain and 
improve the current pace and job content of economic growth 
in the years ahead. Therefore, further efforts are required: the 
adaptability of all markets needs to be strenghtened further, 
demand should remain sufficiently dynamic, the increase in 
real wages should remain moderate and the profitability of 
employment-creating investment must increase further. 
RECENT ECONOMIC TRENDS 
Trend in industrial production continues to improve. — Industrial 
production in the Community in August was 6,3 % higher than 
a year earlier. Positive changes were recorded in all Member 
States, ranging from 14 % in Italy to 1,1 % in the Netherlands. 
The seasonally adjusted Community index of industrial pro­
duction improved somewhat in July and August but has not so 
far returned to its record June level. The trend of output, on 
the basis of the three-month moving average, continued to pick 
up in August, with a positive trend in Germany, France and the 
United Kingdom since May. 
Further but still insufficient improvement in unemployment. — 
In September the seasonally adjusted unemployment rate for 
the Community fell to 11,3 % of the civilian labour force, which 
is the lowest monthly rate of unemployment since October 1984. 
This improvement in the September unemployment figure is 
mainly due to a sharp fall in the number of male registered 
unemployed coupled with a substantial decrease in female unem­
ployment, but it is not yet clear whether this represents a break 
in the slow downward trend or an erratic low monthly figure 
for female unemployment. In September the seasonally adjusted 
rate of unemployment dropped to just 8 % in the United 
Kingdom, while the Spanish rate was for the first time in two 
years under 20 % (19,8 % in August and 19,5 % in September). 
Continuation of slow increase in rate of inflation in September. 
— The index of consumer prices in the Community in September 
(unadjusted) rose by 0,4 % on the previous month, slightly 
lower than the 0,5 % monthly rate of increase in August. On a 
seasonally adjusted basis, the monthly rate of inflation was also 
0,4 % as compared with 0,6 % a month earlier. In September 
prices rose at a slower pace in all the Member States except in 
Greece and Italy. The seasonally adjusted rate of inflation over 
six months at an annual rate, for the Community as a whole, 
rose to 4,9 % in September. The biggest increases in this rate 
occurred in Belgium, Greece, Spain, Italy, Portugal and the 
United Kingdom, suggesting that there is now a risk that the 
desired disinflation process in the latter five Member States has 
come to a halt or even has been reversed. 
Balance of trade. — Statistics on visible trade up to August are 
only available for Denmark. Germany, Spain, France, Ireland 
and the United Kingdom. A further increase was recorded in 
the trade surplus, seasonally adjusted, of Germany (5407 million 
ecus in August), somewhat less than the high figure reached in 
June. A sharp improvement in the trade balance of the United 
Kingdom was recorded in August, as the trade deficit fell to 
3162 million ecus from a particularly high level of 4466 million 
ecus in July. However, the August statistics suggest significant 
increases in the trade deficits of France and Spain, amounting 
to 1224 and 1247 million ecus respectively. In both Denmark 
and Ireland the trade surplus declined slightly in August. On 
a year-to-year basis trade balances were more favourable in 
Denmark, Germany, Ireland, Italy, the Netherlands and Por­
tugal. 
Money supply growth lower in August. — In August the rate of 
increase in the average Community money supply, seasonally 
adjusted, slowed to Ό.4 % after the 1,3 % monthly rate of 
growth registered in July. Faster growth in the money stock was 
recorded in Germany, Greece andSpain while the other Member 
States experienced some slowing of monetary expansion. Pre­
liminary data for Denmark, Germany and the United Kingdom 
suggest a further strong growth of money stock in September 
which is likely to lead to an increase of the Community average 
for that month. The increase in the Community's average money 
supply was 9,9 % for the year ending in August. In that period 
the greatest monetary expansion occurred in Greece (M3: 
24,9 %) and the United Kingdom (£M3 : 22,6 % to September), 
compared with increases in the ERM countries of between 4 % 
and 9 %. The slowest annual growth rates were recorded in 
France (M2 : 4,8 %) and in Denmark (M2: 4,9 %). 
Slight easing of long-term interest rates. — The average long-
term interest rate in the Community showed a slight decrease 
to 9,3 % in September, but this easing of the monthly figure 
brought back the Community average for the third quarter to 
the same level as in the previous two quarters. The gradual 
downward move of long-term interest rates in late summer and 
early autumn reflected the attenuation of expectations with 
respect to inflation and exchange rate changes, brought about 
by a rise in official rates in several Member countries during 
the second quarter of 1988. In September a decline in the yield 

































































































































(a) These arc the extreme (high and low) values of net balances of the different questions, reached 
in the periods 1973­75 and 1979­83 respectively. 
(b) From 1987 on manufacturing industry includes food drink and tobacco. 
(c) October 1988. 
(d) Weighted figure of available country data. 
Source : European Community bu siness surveys. 
GRAPH 3 : Industrial and gross domestic product (s.a.)— 
EUR total 
1980 = 100 
Industrial production 
^Industrial production Monthly change 
Level of index (right­hand scale) 
Three­month moving 
|average (left­hand scale) , , | , , | , , | , , | ,, | , , 
84 85 86 87 88 
of public sector bonds was recorded in Belgium, Denmark. Germany, France, Ireland and the United Kingdom while small increases in long­term rates were seen in the other Member States. The more pronounced movement in the rates of individ­ual Member States during the month of September were the increase of 0,8 percentage points in Greece and the reduction of 0,6 percentage points in France. The Community average of short­term interest rates remained stable at 8.9 % in October for the third successive month. The 0^ 3 points decrease of short­term interest rates in the Netherlands in October is the largest monthly change. The 8,9 % Community average of short­term rates in October represents a small increase of 0,3 percentage points with regard to the average rate a year earlier. 
Small depreciation of the dollar against ecu. — The strengthening of the dollar in terms of the ecu lasted until August. The September and October figures show that it has fallen back slightly since then. However, the value of the dollar still remains slightly higher against the ecu than a year earlier. In contrast, the appreciation of the yen against the ecu has been steady. In October the yen was 11 % stronger in ecu terms than twelve months previously. During the same period the pound sterling appreciated by 5,4 % against the ecu, while the drachma and the escudo depreciated by 6,1 % and 4,1 % respectively against the ecu. Within the ERM October saw little change in the relative position of the currencies. 
30 November 1988 
1 France, Germany, Italy and UK: quarterly figures. 
GRAPH 4: Unemployment (s.a.) EUR 12 
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RAPH 5: Consumer prices EUR 12 
Change expressed as annual rate 
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T A B L E Α.6 : Short-term interest rates (n) 




1 II III April Maj June 
1988 



















































































































































































































EURI2(o) 12,0 11,2 10,4 9,0 
USA 8,7 9,5 7,5 6,0 











































T A B L E A.7 : Long-term interest rates (ρ) 
1983 1984 1985 1986 1987 
1987 
III IV ι 
1988 
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EUR12(,.i 12," 11.S 10.9 
USA 10,8 12,0 10,8 
J A P 7,8 7,3 6,5 
T A B L E A . 8 : Value of E C U = . 
1983 1984 1985 
9,2 9,4 10,1 9,8 9.3 
8.1 8,7 9,6 9,1 8,6 
5.2 5,0 5,4 4,7 4,5 
. units of national currency or S D R 
1987 
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U S D 0,890 0,788 0,759 0,983 
YEN 211,3 187,0 180,4 165,0 
D T S 0,833 0,767 0,749 0,838 
T A B L E A . 9 : Effective exchange rates: 






1,128 1,213 1,234 1,218 1,114 1,241 
165,8 164,3 157,9 153,0 148,9 155,1 
0,895 0,889 0,902 0,890 0,859 0,898 
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Sources For Community countries: Eurostat, unless otherwise specified; for the USA and Japan: national sources. 
(a) National sources, except Tor the Community. Denmark, Ireland, Belgium und Luxembourg. Because of differences in methods of seasonal adjustment, the change in the EUR index, adjusted by 
Eurostat and given in Tabic 1 may differ from the change in the EUR index obtained by aggregating national indices. Data arc adjusted for working days. They do not include building. 
(b) % change over 12 months on the basis of the non­adjusted nominal scries of the most recent figure given. 
(c) Change on corresponding month in previous year; seasonally adjusted. 
(d) Change over 12 months in seasonally adjusted figures of the most recent figure given for each country, 
(c) Difference in relation to the same month of the previous year. 
(0 Number of registered unemployed according to national legislation. Annual average, quarterly average and end of month. 
ig) Changes in the coverage of these scries occurred in 1984 for the Netherlands and in 1985 for Belgium. 
(h) As % of total labour force. 
(i) Monthly scries calculated by linear interpolation, 
(j) The seasonally adjusted position for EUR 12 is obtained by seasonal adjustment of the sum of gross figures for lhe various countries* exports and imports. 
(k) Unadjusted figures. 
(!) National sources for Belgium, Denmark. Germany. Spain. France. Portugal and the United Kingdom; seasonal adjustment by Euroslat for Greece. Ireland. Italy and the Netherlands. 
(m) Average of monthly changes, seasonally adjusted, weighted by GDP at 1980 prices and purchasing power parities. The monthly change in Belgium is obtained by linear interpolation of quarterly 
data, 
(n) National sources; three­month interbank rate except: Belgium: yield on issue of four­month Fonds des Renies certificates; Denmark: daily money market rate (monthly average); Portugal. 6 month 
deposits; from 8/85. 3 month Treasury Bills. Annual average, end quarter and end month, 
(o) Average weighted by GDP at 1980 prices and purchasing power parities, 
(p) Yield on public sector bonds. Annual average. Average for the last month of quarter and monthly average for Germany. Spain. Italy. Luxembourg, the Netherlands and Portugal. End quarter and 
end month for the other Member States, 
(q) Weighting coefficients arc calculated soas to allow not only for bilateral trade but also for competition on third markets and on the domestic market of the exporting country. 
Nole. (s.a.) = seasonally adjusted : = data not available ( ) = estimated. 
Principal economie policy measures ­ October 1988 
Community (KUR 12) 
¡9.10 The Commission approved the Annual Economic Report 1988­89 (COM(88)591). The 
title and main theme of this year's Annual Report which will be published in full in European 
Economy n" 38, is "Preparing for 1992'. 
Belgium (B) 
14.10 The Government approves a number of measures related to employment: these include 
the introduction of a system of subsidized contractual workers to be employed by certain 
public authorities and the temporary reduction of employers' social security contributions in 
order to encourage the recruitment of the long­term unemployed. 
Denmark (DK) 
None. 
Federal Republic of Germany (D) 
None. 
Greece (GR) 
12.10 The partial tax exemption granted to firms prepared to reinvest their profits is extended 
for a further three years; however, the rate of exemption is reduced to 25 % for 1989, 1990 
and 1991 (compared with 50 % in 1988). A 35 % rate of exemption is laid down for investment 
in advanced technology. 
Spain (E) 
6.10 The three­year Treasury bill rate is raised by 1,03 percentage points to 11,68 % after 
short­term interest rates are increased as one of the measures to combat inflation. 
28.10 The Government approves a plan for the recruitment of young people between 16 and 
25 years of age who have yet to find their first job or who have worked for less than three 
months. The plan envisages substantial reductions in social security contributions. 
France (F) 
18.10 In order to defend the franc, the Bank of France intervention rate is raised by a quarter 
of a point, from 7 % to 7,25 %. 
Ireland (IRL) 
20.10 The Irish Government announces its provisions for current and capital expenditure in 
1989. A reduction in total Exchequer expenditure of IRL 224 million ( ­ 3 1/2 % on 1988 
provision) is envisaged and will be fairly evenly divided between the capital and current 
account. Capital expenditure (which has been severely cut since 1987) is to fall by IRL 106 
million ( ­ 14,6 % on 1988 provision) with the main savings attributable to lower housing 
grants. Savings under the social welfare and environment headings will provide most of the 
IRL 118 million savings in current expenditure (­2.1 % on 1988 provision). The overall 
reduction in expenditure is less than anticipated but is considered in line with the budgetary 




21. ¡0 The Government takes a number of measures which will be applicable from 1 January 
1989: private sector pensions arc increased by 3,5 %, the minimum wage is up­rated by 
3,5 %, the maximum amount of study grant goes up from LFR 130 000 to LFR 140 000 and 
the repayment period for such grants is lengthened. 
Netherlands (NL) 
¡JO Parliament adopts a draft law to reduce company taxation from 42° 
taxable amounts of up to HFL 250 million and to 35 % for greater amounts. 
to 40 % for 
Portugal (P) 
18. ¡0 The Government increases the wages and salaries of public sector employees by 
1.5 % in order to compensate for inflation which is higher than the official forecast. This 
compensation may be interpreted as the application of the indexation provided for in the 
incomes policy agreements signed with the UGT. the trade union which is close to the 
government, and as the condition for a new agreement for 1989. 
United Kingdom (UK) 
11.10 The Bank of England made its first auction of Treasury bills denominated in ECU. 
27.10 The Government announced that with effect from April 1989 the main social security 
benefits {pensions, etc.) arc to be increased by 5.9 % (in line with the rise in the retail price 
index in the 12 months to September). No increase is being made in child benefit (a flat rate 
benefit of UKL 7,25 per week per child paid to all families), but additional increases are 
being made in the allowances for children in the main means­tested benefits (income support, 
family credit and housing benefit). 
Prices (excluding VAT) in Luxembourg 
ECU 
'European Economy' (4 issues per year) 
Supplements 
Scries A — 'Economic trends' 
(11 issues per year) 
Scries Β — 'Business and consumer survey results' 
(I I issues per year) 
Complete scries of supplements 
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